W hile the upward movement of wages weakened noticeably in many industrialised countries in the first half of the 1990s, there was an accelerated increase in Germany's 1 labour costs in the wake of the reunification boom. The strong appreciation of the DMark against both the US dollar and major European currencies which took place at the same time further aggravated the worsening cost position in relation to other countries; even in countries such as the United Kingdom and Italy where labour costs measured in local currencies had risen more strongly than in Germany, they had actually fallen in D-Mark terms (cf. Figure 1 ). This development was accompanied by a loss of German suppliers' global market shares as well as a noticeable increase in foreign direct investments by German companies.
Confusing Labour Cost Discussion
All this sparked off a heated debate on the international competitiveness of the German economy in which labour costs soon became a central issue. Some confusion was caused by the international labour cost comparisons which were quoted to underline often contrary positions, and the fact that in some cases the results of these comparisons appeared to be contradictory. Thus, according to an international comparison computed by the Institut der deutschen Wirtschaft (IW), Germany's were the' highest and most rapidly increasing labour costs in the first half of the 1990s, 2 while at the same time the ifo institute came to the conclusion that German unit labour costs were neither excessively high nor had they been increasing particularly fast. 3 Other labour cost studies also came to partially divergent results. 4 The contradictory results of these studies can be explained not least by the different aims pursued by the studies and the corresponding variety of conceptional and methodical approaches applied. A number of different definitions and indicators are even used for the term "labour costs" which is sometimes interpreted only as standard or gross wages, sometimes as the entire labour costs including all non-wage labour costs, and sometimes as unit labour 1990 1991 1992 1993 1994 1995 1996 1997 Labour Productivity 1991 1992 1993 1994 1995 1996 Unit Labour Costs in National Currency 1990 1991 1992 1993 1994 1995 1996 1997 External Value against the D-Mark 1990 1991 . 1992 1993 1994 1995 1996 1997 Unit Labour Costs in D-Marks 1990 1991 1992 1993 1994 1995 1996 1997 1 Labour costs measured as gross income per employee (on the basis of national accounts).
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Sources: Deutsche Bundesbank; Statistisches Bundesamt; OECD; HWWA calculations. 1990 1991 1992 1993 1994 1995 1996 1997 costs. Thus the IW bases its opinions on Germany as the "World Champion in Labour Costs" on a comparison of absolute labour costs for workers in manufacturing industry measured in unified currency, while the ifo institute's judgement that labour costs in the Federal Republic are by no means too high refers to real unit labour costs in the economy as a whole. When international comparisons measure labour costs in unified currency, the level and development of these costs also depend on foreign exchange rates.
At times, the development of labour costs in unified currency is determined more by exchange rates than by wage developments. For a serious analysis of the subject it is thus important to correctly specify any factors which may influence the results. If, for example, exchange rate movements lead to a shift in the domestic labour cost position compared to other countries, it is neither reasonable nor feasible, in the case of short-term exchange rate fluctuations, to demand a "compensatory" wage policy as a resultas is indeed the case from time to time, particularly when currency appreciation has a deprimental effect on costs.
5 However, wage policy does need to react to more permanent shifts in exchange rate relationships in order to avoid negative effects on employment.
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Different Aims of the Studies
Since labour cost comparisons can be used to illuminate a number of different questions which each require a specific methodical approach, it can indeed be reasonable and necessary to use different definitions and indicators. In order to judge wage policy, for example, only those labour cost components should be included for which the collective bargaining partners can be held responsible -i.e. in the main the salaries and fringe benefits formulated in the collective bargaining agreement -and these should always be quoted in the national currency. When comparing geographical locations with a view to making investment decisions for mobile capital, it is the total cost'of labour which plays a decisive role. Particularly with regard to new investments where there is a possibility of "transferring productivity", the technological standards which differ from country to country and which find their expression in the productivity statistics lose in significance.
In contrast, a company's price competitiveness in its domestic and foreign markets is determined not only by its labour costs, but also by the performance of its workers -i.e. labour productivity -and by relevant foreign exchange rates. This is why unit labour costs measured in unified currency are an appropriate indicator when it comes to analysing international competitiveness in goods and services markets. What is really required in such cases is a measure based on internationally tradable goods and services. Since determining a goods-related indicator of this sort presents considerable difficulties, however, unit labour costs for the entire economy or for manufacturing industry are often applied instead; manufacturing industry is chosen in this context primarily because of its large share of foreign tradein Germany it accounts for around 90% of goods exports, and slightly more than half of all trade in goods and services when intermediate inputs are 4 For an overview of the individual labour cost comparisons, their aims and methodology see: Jorg Hinze, Christiane Briick, Rudolf-Ferdinand Danckwerts, Eckhardt Wohlers: Aussagefahigkeit internationaler Arbeitskostenvergleiche: Methodische Grundlagen, empirische Ergebnisse und wirtschaftspolitische SchluBfolgerungen, Hamburg 1997, pp. 88-109 (soon to be published as a book).
s Cf. Sachverstandigenrat zur Begutachtung der gesamtwirtschaftlichen Entwicklung: Jahresgutachten 1996/97, text number 316.
6 This is particularly true of fixed rate systems such as the EMS, but also in the case of permanent shifts in the exchange rate relationships between free floating currencies.
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taken into consideration. If, as has often been the case in the past in Germany and in other countries, the development of labour costs in the economy as a whole diverges from that in manufacturing industry, then there can be considerable discrepancies between the two indicators (see Figure 2 ).
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Problems of Measuring Unit Labour Costs
Measuring "pure" labour costs is, in principle, relatively uncomplicated; they are defined as the sum total of the expenses borne by the employer in connection with an employment relationship.
8 Problems arise where the completeness and continuity of the statistics are concerned. Some non-wage labour cost items demand separate surveys and are thus ascertained infrequently and for selected industries and professions only. Gross income per employee (or man-hour), which is frequently used in lieu and which is taken from national economic statistics, already includes non-wage labour costs but is a highly aggregated, average figure which also reflects structural effects (economic structure, employment structure). 9 When standardising labour costs on a unified currency basis for international comparisons, the appropriate conversion method is to apply actual exchange rates.
More significant measurement and conversion problems arise in the case of unit labour costs. They are defined as the costs of the production factor labour per product unit "and are thus a compound measure which is influenced by a variety of factors. The commonly used delimitation refers only to the costs of employees and thus excludes any remuneration for the entrepreneur or assistant members of his family. Where an imputed owner's salary is taken into account, it is assumed as a rule that it is equivalent to the average pay of the employees. Where just the labour costs of employees are applied, unit labour costs are often adjusted for the influence of changes and -in the case of international comparisons -differences in the employment structure (the ratio of the number of employees to the 3) 1 ) 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 ' Excluding the UK; weighted with shares of German exports 1995.
Sources: OECD; author's own calculations.
size of the active labour force); unit labour costs are then calculated as the quotient of labour costs per employee (or man-hour) and output per active member (or man-hour) of the labour force.
Due to the difficulties involved in determining real output, an international comparison of unit labour costs harbours considerable pitfalls, particularly when comparisons are made with highly aggregated figures. On the level of the national economy or a particular industry, real output is represented by gross domestic product or gross value added respectively at constant prices. As these amounts are defined in real terms, they are contingent upon the deflating method used and on the base year selected. Depending on the price base and price weighting, 10 different "real" output levels and thus different levels of productivity and unit labour costs can be calculated.
More direct measurement of real outputs would require actual product prices to.be recorded at the producer level (so-called "unit values"). These would then have to be weighted and used to calculate "average prices" for individual industries and finally 10 Where deflators are calculated with fixed price weights, price shifts between the base years are not taken into consideration and lead to corresponding distortions in the measurement of real output. While there are approaches which take the change of relative prices into consideration by linking them to each previous year (chain-type annual weighting), they are not in common use at present; cf. Real output is thus still determined in all countries by deflating nominal values with the help of price indices and/or average values taken from a particular base year; the deflators used are partly based on fixed weights which do not allow for changes in volume and price structures. For international comparisons of output, productivity and unit labour cost levels, the base years at least should be identical for all the countries for the entire period under review. In order to make real output figures internationally comparable, "exchange rates" which reflect relative output prices would have to be used for conversions to a unified currency base. In most cases, however, exchange rates are used from a particular year which, as a rule, probably deviate to a greater or lesser extent from true price relationships. Another approach thus uses "output oriented" purchasing power parities in an attempt to come closer to the output price relationships between countries; this involves adjusting available purchasing power parities (on GDP basis) for the influence of trade margins, indirect taxes and subsidies, and foreign trade prices.
12 However, the results of all these approaches differ greatly (see Table  1 ). While the use of purchasing power parities (on GDP basis) as published regularly by the OECD may be a second-best solution, it nonetheless still appears more suitable than exchange rates for certain aggregate level comparisons.
Comparative calculations demonstrate that output levels, and with them unit labour cost levels, can diverge considerably depending on the price base year and the conversion method chosen (see Table 2 ). If output is valued at 1995 prices and exchange rates, then West Germany's unit labour costs were among the lowest that year, despite relatively high labour costs, because the value of output in most of the other countries was rather low as a result of the unfavourable exchange rates against the D-Mark which were prevalent at the time. Converting output levels by means of purchasing power parities on the other hand puts Germany among those countries with the highest unit labour costs. This does not, however, have any influence on the development of unit labour costs; rates of change are identical irrespective of the conversion method used. Not least because of the conversion and valuation problems involved, unit labour cost statistics are usually presented as indices which only allow comparisons of respective developments.
Wages Development and Productivity
Unit labour costs are the quotient of labour costs and productivity. For this reason it is often argued that wage increases in line with productivity increases are not detrimental to employment. However, this position ignores the interplay between wages and productivity. If companies suffer a decline in competitiveness as a result of wage costs, they will be moved to dispose of less productive jobs in order to offset the cost burden with an increase in labour productivity. The development of unit labour costs thus already reflects the companies' adjustment reactions to wage cost pressure. This pressure can emanate from both direct wage costs and non-wage labour costs.
Statistically determined productivity developments include not only increases in productivity which result from technical advances, but also a so-called substitution component which reflects the substitution of labour by capital. At most, wage increases which match the "technical advances" component could be deemed to be non-detrimental to employment. If wage costs increase at a faster rate than the productivity benefits which result from technical advances, there is an incentive to substitute labour by capital, and productivity developments adjust at the cost of employment. Statistical results do not make this chain of cause and effect immediately apparent, and additional indicators -particularly productivity figures adjusted for employment effects -can be helpful here. Empirical studies for the Federal Republic demonstrate that in Germany in the past the change in total factor productivity, which attempts to take the technical advances component into account, was consistently lower than the statistically measured increase in productivity to the tune of an average of half a percentage point per year.
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Improvements in Germany's Labour Cost Position
Since the mid-1990s, wage policy has reacted with noticeable moderation to the decline in competitiveness and the deteriorating labour market situation. At just under 2% p.a., gross income per employee has increased much more slowly in the last two years than in the first half of the 1990s; labour costs have thus developed much more favourably in Germany than in many other important countries. In addition, adjustment pressure on companies has led to considerable increases in productivity such that, in contrast to most other countries, unit labour costs have actually fallen in the past few years. Taken over the 1990s as a whole and measured in each country's domestic currency, the only major industrialised country to experience an even smaller increase in unit labour costs was Japan, which as a result of the appreciation of the yen was under even more pressure to adjust than Germany (see Figure 1 ).
The readjustment of foreign exchange rates has also played a considerable role in improving Germany's international labour cost position since the mid-1990s. In terms of unit labour costs incurred in the economy as a whole and measured in unified currency, the disadvantages caused by the appreciation of the D-Mark and marked cost increases in the first half of the 1990s had been largely offset again by 1997. On a unit labour costs basis, the real external value of the D-Mark has since returned to more or less the same level as at the start of the 1990s. While the deterioration of the labour cost position in manufacturing industry during the first half of the 1990s has not yet been balanced out completely, the gap should close further this year given the falling unit labour costs in Germany and slightly increasing unit labour costs in most other countries. 
More Flexible Cost Structures Required
Without doubt, Germany's high wages compared to other countries are in many cases' covered by correspondingly high levels of productivity. The high level of unemployment is nonetheless an indication that, under current conditions, average labour costs across the German economy as a whole are clearly too high. One problem here is the high level of nonwage labour costs; a cost disadvantage arises for Germany in the cumulation of high wages and high non-wage labour costs. Other countries with similarly high wage levels to Germany often have relatively low non-wage labour costs, albeit also because social security is largely either tax-funded or privately financed. In Germany, the non-wage labour costs for which the state is responsible have, in particular, continued to rise in the past few years; indeed those resulting from collective bargaining or internal company agreements have partly been reduced -if only as a result of goverment "pressure" as in the case of continued wage payments in case of illness.
However, a severe problem is also posed by the lack of wage structure flexibility. In Germany, the wage differential by industry and qualification is relatively narrow, particularly compared to countries such as the USA, and during the 1990s has tended to become even narrower compared to other countries. While collective bargaining agreements which are geared more closely to the requirements of individual companies and which also allow pay to fall below standard wages in certain cases are gradually finding their way into Germany's collective bargaining scene, these developments must be intensified if endangered jobs are to be saved and new ones created, particularly for poorly qualified workers. Should this result in income dropping below a socio-politically desired minimum, this level of income could be safeguarded by means of state transfer payments. 
